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Foreword

The Discussion Paper which follows is intended to be the starting point
of a major revievy of the users. purpcses and methods of modern
financial reporting. It 1s a first step, not the last word.

When in 1970 the Accounting Standards Steering Committee
embarked on the task of narrowing the areas of difference and variety
In accounting practices and establishing objective standards of
fimancial reporting. it was plain that a major review of the fundamental
purpose of financial reports and of users' needs was necessary. But
equally problems of the moment had to be tackled, and ASSC directed
11s first efforts into a programme of establishing and adwvancing
standards on the basis of an existing situation, That programme (3 nov
coming to fruition, and it is time to lay the groundwork for new
developments

“The Corporate Report” was prepared by a working party whose eleven
members were drawn from the six major UK and Irish acecountancy
bodies and included five from industry. three from public practice and
one each from the financial. local government and academic fields. The
Report is published without alteration by ASSC. It does not purport 1o
suggest solutions to all the major questions facing the accounting
profession @ task which would have been impessible in the time
available. Its purpose is to promote discussigp by indicating possible
directions for future development. I'emphasise that the Report does not
necessarily represent the views of the ASSC nor of any individual
accounting body

By chance, 11s appearance closely coincides with the publication of tha
Sandilands Report on inflation accounting. “The Corporate Report”
takes a wider view of the whole area of financial reporting, but
necessarly touches on the fundamental problem of measurement of
profit which 1s the concern of the Sandilands Report. It should be
stressed that “"The Corporate Report” was prepared without benedit of
any knowledge of the contents of the Sandilands Report. Taken
together. the two reports will, | believe, contribute greatly to the
dccountancy profession’s approach to the problem of asset valuation
and protil measurement

I believe “The Corporate Report” will be of interest to all those
concerned with the published financial reports of sigrificant enterprses
particularly those in senior management on whom ultimate
responsibility in these matters rests. ASSC invites discussion, comment
and above all testing of the ideas it cantains.

Ronald Leach, Chawrrmar,
Accounting Standards
Steering Committee, July 1975




Introduction to and plan of
this paper

The subject of our discussion paper

0.1 Oursubject is, in essence, the fundamental aims of published
financial reports and the means by which these aims can be achisved

0.2 The torm of report with which we are dealing we Rave termed the
‘corporate report’, by which we mean the comprehensive package of
information of all kinds which most completely describes an
organisation’'s economic activity. It will include more than basie
financial staternents, by which we mean those statements required 1o
be pubhshed by law or other competent authonty and which are
primarily concerned with reparting financial transactions and positions
Examples of basic finaricial statements include the balance sheet, profit
and loss aceount, and funds statement: they are typically subject 1o
audit. In addition te such staterments, the corporate report will contain
narrative and descriptive stalements and often. illustrative material
Examples of such additional statements include the Chairman's
stalement and the ‘results at a glance’

0.3 Ourdiscussion cantras round three rggin elements | the types of
arganisation which should be expected to publish regular financial
information ; the main users of such information and their needs : and
the form of report which will best meet those needs. Our view is that all
types of organisation of significant economic size whether in the public
ar private sectors, whether commercially onentated or not, and
however constituted in law, should be expected to publish regutar
financial reports as a matter of goed practice, if not of law. The users
with whom we are concerned are not those possessing special
aulhurily (managenal, proprietorial or stawiary) 10 demand particular
infarmation at discretion whenever they require it, but that larger class
of general users to whom a responsibility to report is owed and who
are not in a privileged pasition 10 enfarce special dermands.

Our approach

0.4 |n recent years there have been numeraus studies of different
aspects of our subject and 1t was obvious we were unlikely to produce
anything whally ariginal Nevertheless, we found that not all aspects of
the subject had been covered comprehensively. For instance, little has
bean said about who should report 1o whom, why and how often. We
have tried 10 remedy this omissien



0.5 Cur approach differs from previous studies in several other
respects We have taken the view that financial reparing must cover a
wider range of information than a narrow canventional interpretation
of the term "financial” would allow We have endeavoured to propose
the form and content of a package of information which will convey a
rounded picture of economic activities rather than simply a view of
financial position and transactions. Again, we have tried to combine
generalised conceptual statements with suggestions of how the
principles we adduce can be implemented in practice

0.6 Anaother major difference from previous studies is that, although
we have given special attention to reporting by companies as the
prevailing form of emterprise in the private sector of the British
economy, we have broadened our study so as to be capabie of
application in principle to all classes of economic entity, whether in the
private or public sector, whether profil seeking or non-profit seeking
However, while much of this discussion document is applicable to the
public seator and to non-profit arganisations we have not attempted to
study reporting in these sectors in detall

0.7 Nor have we attempted to write an accounting manual, or to deal
in detail with the numerous items of infarmation which corporate
reports should or could contain. Broadly, we have accepted as our
starting point existing reporting standards and have not, for example,
attempted 10 develop & check list of items we consider should be
disclosed in income and expenditure or financial position statements.
Instead we have tried to indicate the concepts which we believe should
undarlie the corporate report, and then, in practical terms, the broad
framewark round which the report should be built

0.8 In this paper we have tried to suggest improved ways of describing.
preserting and reporting the operations of econunmg entities. But we
recegnise that there is no final answer ta the problem of effectively
commumicating economic information. Needs and expectations change
owver time and each new generation seeks its own answers Wa hope
this paper makes a contribution to the development of useful responses
1o the demands of our time.

General plan of this discussion paper

0.9 The general plan of our work is as follows. It is divided into three
parts. Part one. cantaining sections one to four, s concerned with
diseussing and identifying the underlying concepts and aims of
corporate reports. In section one wa stata our basic philosophy in

10




approaching this study. As this s related to the satsfaction of user
needs we go on In SEction Wwo to consider who those users are

and what are their likely information needs. In section three we state
aur conclusions as to the fundamental objective and desirable
charactenstice of corporate reporis. Section four (s devotad 10 a review
af the present state of carporate reporting in the cantext of existing and
probable future legal and social requirements.

0.10 Part two of the paper. containing sections five, six and seven, i1s
concerned with the manner in which these cancepts and aims can, In
practical terms. be achieved. Secuon tive discusses means of
communication, pubheation and distribution. The remairing sections
six and seven put forward our proposals as 10 the way in which
corporate reports can. in the immediate future. begin 1o meet the
infarmation needs identified earlier

0.11 Part three. containing section eight, summarnses our discussion
paper

11
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Concepts and aims



Section one

Our basic philosophy
Who should report what to whom

1.1 Our basic approach has been that corporate reporis should seak to
gatisfy, as far as possinle. the informanon needs of users: they should
e useful Ta identify uset needs and thereby armve al the fundamental
objective of corporate reports il is first necessary to determing who
should publish corporate reports and why

1.2 |nourview thera is an implicit responsibility 10 regont publiely
(whether or nhot required by law o1 regulation) incu mbeant on avery
gconomic entity whose size or lormat renders it zignificant, By
gconomic entity we mean every sort of organisation in modern saciely
whether a department of central government, a focal authonty, a
eo-operative society, an unincorporated firm, a limited company, ora
non-prafit sesking organisation, such as a trade or professional
association, @ trade union or a charity By significant we mean that the
organisation commands human of material resources on such a scale
that the results of its activities have signiffcant econonnc implications
for the community as a whole We suggest tests of such signficance in
appendix |

Public accauntability 4

1.3 We consider the responsibility 1o report puttlicly (reterred w later
as public accountabllity) 1s separate fram arid broader than the legal
obligation to report and anses from the custodial role played in the
community by economic entiies Justas directors of imited companes
are recognised as having a stewardship relationship with shareholdears
who have invested their funds, so many other relationships exist both
of a financial and non-financial nature For example, economic
entities campete for resourcas of manpower management and
argamsational skills, matenals and energy. and they utilise community
awned assets-and facilities They have a responsibility for the
oresent and future livelihoods of employees, and because of the inter-
dependence of all social groups. they are invalved in the maintenance
of standards of life and the creation of wealth tor and an behalf of the
community

1.4 The reporting responsibility we identify is an all- purpose one,
intended for the general informatian of all users outside those charged
with the control and management of the organisaton In short, we are

i




concerned with general purpose reports desigried for general purpose
use. Soma users may have interrogatory powers and the right to require
spemialised information. Their needs will not be met by general purpose
corporate ‘eparts but by special purpose reports not necessarily
intended Tor publication

1.5 In this context public accountability does not imply maore than the
respansibility to provide general purpose infarmation, Whether or not
subsequert questioning or action results will depend on the
circumstances and reactions of users. User groups are able to exert
nressure it they uo desire either by direct action (as in the case of
shareholders who are able 1o vore at general meetings) or indirect
action through the marke: place (s in the case of corsumers in
purchase decisions), Information is valuable to the extent that it
enables users 1o judge whether or not it is appraptiate {o exert such
pressure

1.6 Corporate reports are the primary means by which the management
af an antity s able 1o fulfil its reparting responsibility by demonstrating
fow resources with which it has been entrusted have been used. We
consider it desirakle for the following types of economic entity,
provided they are of such a size or format as 1o be significant (see
appendix 1), 10 publish corporate reports

{a) Limited compames, whether listed or uniisted

(b) Manonalised industries and other commercially crientated public

selor bodigs.

(¢} Partnerships and other forms of unincorporated business

enierprses,

(d} Non-commereially orientated central government depariments

and agencies

(8) Local authorities,

(f) irade unions and trade and profession associations

() Pension schemes. charitable and other trusts and non profit

seeking grgamsations,

1.7 'We ruve not attempted to consider in detail how non-
commercial public sector entities might fulfil their responsibilities to
repart. So far as local authanties are concemed the Chartered Institute
of Public Finanr.e and Accauntancy is working on recommendations
which it will be discussing with the Accounting Standards Steering
Committee before issue We believe this work 1o be an impartant step
and recommend, in the spint of the accord betwesn the two bodies.
that the opportunity is taken 1o discuss the wider aspects of reporting
for the public sector as-a whole

16

| TIES—



Users of corporate reports

1.8 Users of corporate reports we defire as those Baving i reasonatile
night to information concerning the reporting entity. We consider such
rights anse from the public accountabality of the entity whather or not
supported by legally enforceable powers 1o demand infarmation &
reasorable right to infermation exists where the activities of an
prganisalion impinga or may impinge on 1he interest of a user graug.,
and where the provision of such information is not in canfiiet with the
constrants discussed in section thres

1.3 The groups we identify as having a reasorabile night 1o intormation
and whose Information needs should be retognised by colpgrale
reports are —
(#) The equity investor group ncluding existing and potential
shareholders and holders of convertible securnities. onticrs ar
warranis
(b) The loan creditor group including exisung and poterntal
holders of debentures and lean stock, and providers of short term
secured and unsecured luans and finance
(c) The employee group including existing, potential and past
employees
(d) The analyst-adviser group including financial analysts and
journalists, economists: stalisticians, researchers, trade uniors,
stockbrokers and other providers of aduis“w SETVICES sUCh a5 credit
rating agencies.
(¢) The business contact group including cusiomars, rrace
creditors and suppliers and in a diffarant sense competitors, business
nvals, and those interested in mergers. smalgamations and
lakeovers.
(f) The government including tax authonties, departments and
agencies concerned with the supervision of commerce and industry
and |ocal authorities.
(@) The public including taxpayers. ratepayers, consumers and
other community and special interest groups such as political partes,
consumer and environmental protection socienss and regional
pEssUre groups
The rights and infarmation needs of these groups are considered in
mare detail in section two,

1.10 There are practical canstraints and limitations on the type and
guantity of information which can reasonably be expected 10 be
included n general purpose reports. These constraints and limitations
ara dealt with in section three
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1.1 We have endeavoured 10 propose in latet sections a form of
report which will contribute mara than at present to user infarmation
needs and which we believe ta be a practical step forward at the
eresent time and in the context of the size of reporting entity we have
defined as being significant Since management has tinal responsibility
for the production and publication of the corporate report it s essential
it exercises jJudgment in preserving a balance between the nesds an
Interests of user groups. This will be especially sa where the needs of
One user group would appear ta be in conflict with the interesis of the
majorty of users, (forinstance, where confidential information is
invalved)

Summary of section one

1.12 Our basic approach has been that corporate repars should seek
1o satisfy, as far as possible, the information neads of users. We balieve
there (= an implicit responsibility 1o report incumbent on Bvary
econamic entity whose size or format renders it significant. This
responsibility arses from the custodial role played in the community by
Economic entities: Although we believe this principle of public
accountability to be applicable to every type of artity vwe have nat
atempted to consider in detall non-commercial public sectar reparting.
We recornmiend further study in this area

1.13 We define users as those Having a reasonable right 1o

information goncaming the reporting entity arlsing from the public
accountability of the entity, We have assembled a list of user groups
which we identify as the equity investor aroup. the loan creditor group.
the employee group. the analyst-adviser group, the business contact
group tha government and the public. Although corporate reparts
should seek to satisfy as far as possible the information of these

user groups it 15 impractical 1o sugges! all needs of all users could be
entirely met by such general-purpose reports

18




Section two

Users and their information needs
User groups reviewed

2.1 Inthis section we raview the bases of usars’ nghits to information
and those information feeds which are capable of being met by
corporate reporis. By nghts we do not mean legally enforceahle
powers. but nights anising from the public accountability of entities

The equity iInvestor group

2.2 The nights of the equity investar group to infarmation anse from the
direct financial relationship or potential relationship between the group
and the raporting entity,

2.3 |nvestors require infarmation to assistin reaching share trading
decisions, in deciding whether or not to subscribe to new issues and in
reaaching vating decisions at general meetings (If membets at the nme)
The decision-making process generally involves making comparsons
with earlier years and with other companies.

2.4 |n particular investars will wish to make jygements concerning
likely movements in share prices, likely levels of future dividend
payments and management efficiency, In each case information
concerning present position, future prespects and management
performance will be relevant.

2.5 In the past. share prices have been valued mainly on earnings and
dividend critena and the profit and loss account has been the section of
the corporate report which has been of maost interest 1o investors. Bui
the past recard s unly of inteiest as @ guide (0 the future; It s the |ikely
future movements of earnings and dividends that are of primea
importance Thus investors are always interested in infarmation
concerning future prospects. More weight s placed on such statements
where a company has a history of having made successful forecasts in
the past.

2.6 Therapid nsen inflation in recent years, and the attendant
shortage of corporate iguidity has led invesiors to seek information
about the internal cash generating processes of companies. There has
been increasing interest ininformation denved from finaneial position
statements (e.g balance sheets) and flow of furds statements

18
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2.7 Anhough investors must be assumed to base their share trading
and vonng decisions largely on their desire 1o maximise their 1otal
return from therr imvestments. other factors such as the socigl impact of
the activities of the enterprise are clearly also considered  Information
about such activities is therelore of interest

2.8 Corporate reports may be able 1o contnbute to meeting the needs

ot the equity investor aroup in
(@) Evaluating the performanice of the antity,
(b) Assessing the effectiveness of the entity in achieving objectives
established previously by its management, its members or awnears.
This includes compliance with stewardship obligations
(c} Evaluating manageral performance. efficiency and objectives,
ineluding investment and profit distnbutian plans,
id} Ascertaining the experience and background of company
directors and officials including details of other directorships or
offiwial positions held.
(8] Assessing the economic stability and vulnerability of the
reporting entity
{t} Assessing the hiquidity of the entity, its present or future
requitements for addinanal fixed ar working capital, and its abulity
to raise long and shartterm finance
{g) Assessing the capacity of the entity 1o make futura reallocations
of i1s resources far economic purposes.
{h) Estimating the future prospects of the entity, ncluding its
tapacity 10 pay dividends, and predicting future levels of
Iinvestment
(1) Making ecanigrme comparnsons, either for the gwven antity over a
penod of ime or with other entities
(/) Estimating the value of users’ gwn or other users' present or
prospective interests in or clairns on the entity.
(k) Ascertaimng the wwherstip and contral of the entity.

The loan creditor group

2.9 The nights of the loan ereditar group ta Infarmation anse from the
direct financial relaticnship or potennal relationship between the group
and the borrower to whom funds are entrusted,

2.10 The infermation needs of loan creditors are similar in many
respects 1o the needs of equity investors. If their secunties are hsted on a
stock exchange they will have to make trading decisions while f a
secured [oan becomes enforceable a decision as 1o the efficiency of
Exishing managerment may be necessary. In additon, holders of long

20




term debil secunties will wish to compare current prices with likely
future payments of interast and repayments of capnal

211 Holders of lang term debt secunties will wish o assess the
sconomic stabihity and vulneratulivy of the borrower. Burunlike eguity
investors [unless the secunty s convertible] they are pomarnily
cancemed with the sk and consequences of default. If restrictive
covenants i articles of association or debenture deasds commit an
enterprise o maintam working capital and hguidity within certaim himis,
lpan creditors may look to the financal statemeants to confirm that thess
restrictions have been observed

2.12 Short term loan creditars are likely to be nterestad in gstmating
emerprise cash-and near cash assets. net cash flow o the immediate
future. the realisable value of assets and the prnarity al vanous claims.
They will wish to estimate the risk and consequences of default and
the probable tirming of repayments.

2,13 Lenders and creditors of all kinds have an interast Inknowing
whether dividends have bean distnbuted salely from income.

2.14 Somp loan creditors, Tor example banks, are often well placed 10
obtain special purpose reports fram manegement Corporate reports
may be able tv contnbute to meeting the genggal information needs of
loan creditars which are similar 1o those alreatly identified for eguity
investors and n:
(@) Estimating the future prospects af the entity. including 11s
capacity to make cash payments |
(h) Assessing the position and prospects of individual companes
Within a.group

The employee group

2.16 The nghts of the employse group 1o information anse from thair
personal ties with the employer, The reporting entity has a responsibility
for the future livelibood end prospects of 115 employess and gossibly

its past employees (insofar as the entity |s a source of part or all of the
past employees’ prasent or future pensions),

2.16 Employees and prospective employees reguire infarmation in
assessing the security and prospects af employment and information
for the purpose of collecuve bargaining.

2.17 The matters which are likely to be of interest (o past present and
prospective amplayees include the ability of the amployer to meat

21
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wage demands, management’s imtentiuns regarding employment levels,
lacanong, and warking conditions. the pay, conditons and terms of
empleyment af vanous groups ol emplovess and the contributions
madea by employvees i different divisions. In addition, employees are
likely to be interested in indications of the positian, mrogress and
prospects of the employing enterprise as o whole and about indradual
establishments and bargaining units

2.18 General purpose corpotate reports cannot fully meet all the

needs of this group and it s likely that employeas will more sutably
abtai the information thay need by means of special purpose reports

at plant or site level. However, corporate reports may be able to
contribute to meeting the information needs of employees which are
sifmilar to those already (dentified far investors and loan creditors and in -

(a) Evaluating managenal performance. efficiency and objectuves,
including employment plans |

(b) Estimating the future prospects of the entity, including its
capacity o pay remuneration and predicting future levels of
employment.

(c} Assessing the position and prospects of individual establishments
withina group

2.19 Employees may slso look 1o the corporate repart 10 confitm the
reliability of the basis of information provided previausly in the form
of special purpose reports,

The analyst-adviser group

2.20 The rights of the analyst-adviser group 1o information arise from
their congarn with pgremoting the interest of those involved or
potentially involved |n a direct relationship with the reporting entity.
Analysts and advisers can be regarded a5 acting in an agency capacity
tor other users.

2.21 The information needs of the analyst-adviser aroup are likely to
be similar to the needs of the users who are being advised. Forexample,
tha infarmation needs of stockbrokers are likely to be similar to the
needs of investors and those of trade unions are likely to be similar o
the needs of employees The existence of an adviser group fulfilling an
interpretive function will lead to a demand for more elaborate
information than otherwise would be the case.

22




The business contact group

2.22 The rights of the business contact group te information arise frem
thewr existing or potantial direct relationship with the reparting entity
For example, supphers, trade creditors and custamers arg all likaly 1o
placa trust in the reporting entity to fulfil an iImplied or explicit
responsibility. Lsers in a different class are competitors who (like those
interesied in merging or amalgamating) promote the interasts of other
user groups by acting as a spur to efficiency

2.23 Regular suppliars need infarmation not anly about the ability of
their customer to pay tor goods and services supphed, but also abour
the longer term viability of the customer. The supplier may have 10
decide whether to gear up production and possibly to increase capacity
to meet demand for several years. Information concerning financial
stability and prospects, profit margins and market condinons may be
useful in this respect

2.24 Trade creditors need information about the ability of their
customers 10 pay outstanding amounts and about the level of risk and
consequences of default

2.25 Customers nead information concerning the current and future
supply of goods and services offered, price and other product details
and conditians of sale Much of this informion can be obtaned from
sales lierature or from enterprise emplovees and officials ar trade and
cansumer journals: Customers may require information about the
enierpnse iself especially when rehiability as a contnuing source of
supply or ability to execute long term contracts 1s important or where
paymentsn advance of delivery are made

2.26 Information about plant capacity changes, stoppages for
whatever reason, and order book position is helpful in determining
reliability as a source of supply Information concerming financial
position, cash floves and profitability may help customers to decide on
an enterprise’s ability to meet demand Tor products and services.
whether pricas and fees are justfied and if financial resources are
likely 1o be sufficient to meet warranty obligations

2.27 Competitors and business rivals seek information both as
potential investors (or take-over bidders) and to promate their own
efficiency by making economic comparisons Much of the information
that is sought will be common knowledge in the industries concerned
or will be available from specialist sources Although we believe
compelilors and business nvals must be considerad as users having
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rghis 1o information we also recagnise that there are serious
canstraints an providing much of the information required by this
group. Jn balance we consider the information needs of competitors
and business nvals can only be met insofar as they coincide with thosa
af ather user groups

2.28 Compatitars and business rivals are likely 1o be interested in all
aspects of enterprise atfairs, including information sbout its resources,
the profitability of operations, pricing and marketing palicies. product
methods, research and development, and investment plans

2.29 Those interested in mergers and amalgamations have the same
wiformatian needs as investors plus an additional need for information
about the likely outcome of possible courses of action open to
management, In addition ta information cancerrming financial position
and prospects. this group may be interested in infarmation concerning
the possible alternative uses of resources.

2.30 The management, shareholders and employees of those firms
which are the subject of 1ake-over offers also have similar needs to
investors i that they need to assess the past performance, presant
position and future prospects of the bidder. They may additnanally
need 10 know the managemeant style and philosoghy of the bidder
and the alternative uses, if any, to wiich the bidder s likely 1o put
resources, Sources of such information include corparate reports and
specially prepared offer documents

2.31 Corporate reports may be able to contribute 1o meeting the
information needs of the business contact group which are similar to
those already 1dentified for other user groups and in |

{a) Estimating the future prospects of the entity including
predicting future levels of production

{b) Assessing the performance, position and prospects of
individual establishments and eempanies within 3 group

{c) Ascertaining the nature of the entity's business and products.

The government

2.32 Central and logal government departments and agencies have
rights to information as representatives of the public and ather user
groups. Insofar as governmeant sometimes has direct trade or eredit
relanionships with entities 11 can also be considered 1o form part of the
lnan creditor and business contact group
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2.33 Government needs informaton to estimate the effects of exsting
and proposed levies and other financial and economic measures, 1o
estimate economic trends ingluding likely balance of payments figures,
to promote economic efficiency. and as a potential or existing
custamer or finance creditor

2.38 Many of these information needs are similar to those of investors,
creditors, customers. employees and suppliers and are concerned with
information about positon, pedormance and prospects. Howaver,
where neads ara not met govermment may require special returns and
repons and this power s used to obtaim information for tax collection,
statistical survey and other purposes. Meeting many af these needs

will involve complex analysis. For example the compilation and analysis
of balarice of payments data, parucularly that related 1o individual
entities, will invelve consideration ol the benefits and costs of irnport
substitution

2.35 Corporate reports may be able to contribute 1o mesting the
information needs of government which are similar to those already
identified for ather user groups and in ]
{a) Assessing the effecuveness of the entity in achieving objectives
astablished previously by society
{b) Assessing the capacity of the entity to make future reallocations
of its resources for secial purposes,,
{c) Evaluating the economic function and performance of the entity
in relation to sociely and the national interest, and the social costs
and berefits atnbutable 10 the entity.
(d) Attesting to (partcularly where independenitly venfied)
comphiance with taxation regulations, company law, contractual and
other legal obligations and reguirements.

The pubtic

2.36 The public's night ta information arises not from a direct financial
or human relationship with the reporting entity but from tha general rale
played in our society by economic entities. Such orgarmisatnons, whigh
exist with the general consert of the community, are afforded spacial
legal and operational privileges, they compete for resources of
manpower, materials and energy and they make use of cammunity
owned assets such as roads and harbours,

2.37 Members of the commumity may wish 1o know about the role of
economic entities as employers, the cash flews, profitability and
éfficiency of enterprises, contributions to political organisations,
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pressure groups and chanties, their impact on the balance of trade.
fransactions with home and overseas governments, compliance with
law and voluntary actions and expenditure affecting sacialy or

the environmeint

2.38 Corporate reports cannot satisfy all the imaginable information
needs of the public. The limitations of even 1he mast #laborate reports
must be acknowledged. They can never describe the total quality of
BLONDMIC aclivity they portray. nar become the sole source of all the
infarmation needs noted above although they could contain more
infarmation of use to this user group 1f generally acceptable
measurement technigues ware developed

2.39 At the present ime corporate reports may be able to contribute to
the information needs of the public which are similar ta those already
identified for other user groups.

Summary of section two

2.40 Having reviewed the rights and needs of user groups we
conclude that corporale reports may be able to comnbute Lo usar
mformantion needs in
fa) Evaluating the performance of the entity.
(b) Assessing the effectiveness of the entity in achieving objectives
established previously by its managameant, its members ar owners
or by society. This includes but is by no means limited to, compliance
with stewardship obligations
{c) Evaluating managerial perfarmance, efficlency and objectives,
imcluding empioyment, investment and profit distribution plaris,
id} Ascertaining the experience and background of company
directors and officials including details of other directorships or
nfficial posihons.
(&) Assessing the economic stability and vulnerability of the
reporing entity,
() Assessing the liquidity of the entity. its present or future
requiremeants for additional fixed and working capital, and its
ability to raise long and short term finance,
(g} Assessing the capacity of the entity to make future reallocations
of its resources, for either economic or social purposes or for both.
(h) Estimating the future prospects of the entity. including its
capacily to pay dividends, remuneration and other cash outflows
1nd predicting future levels of investment, production and
employvment,
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(1) Assessing the performance, posiion and prospects of individual
establishments and companies within a group

{1} Evaluatng the economic function and performance of the entity
in refation to society and the national interest, and the social costs
and benefits anributabla 1o the entity,

(k) Attesting to compliance with taxation regulations. company law.
centractual and ather legal obligations and reguirements
{particularly when independently verified).

(1) Ascertaining the nature of the entity's business and products,
(m) Making economic comparisons, either for the given entity over
a period of time ar with other entities.

(n) Estimating the value of users’' own or other users’ present or
prospective interasts in or claims on the antity.

(o) Ascertaining the ownership and contrel of the entity
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Section three

The objective of corporate reports
The fundamental objective

3.1 Insection one we stated that our basic approach in preparing
this discussion paper has been that corparate reports should seek 1o
sauisty. as far as possible, the information needs of users (paragraph
1.1}, Having examined the users of corporate reports we consider to
have reasonable nghts 10 information and their information needs, we
reach the following conelusion as to the fundamental abjective of
corporate repors

3.2 The fundamental objective of corporate reports is to
communicate economic measurements of and information
about the resources and performance of the reporting entity
useful to these having reasonable rights to such infermation,

Desirable characteristics

3.3 |f corporate reports are 1o be usefy| and to fulfil their fundamental
objective we believe they must possess the following charactenstics,
They must be :

{2) Relevar

{B) Understandable

(c) Relable

(d) Complete

(e) Obective

(f) Timely

{g) Comparable

3.4 Relevance is the characteristic which embodies the fundamental
notion that corporate reports should seek 1o satisfy, as far as possible,
users’ information needs. Whilst this notior is the essance of the
objective of corporate reports. it has to be recognised that the users
themselves are free 1o define their own objectives and the informatian
with which they wish to be supplied. Such infarmation needs are
unlikely 1o be statie but will evalve.

3.5 Understandability does not necessarly mean simplicity, or that
nformation must be presentad in elementary terms, far that may not be
consistent with the proper description of complex econamic activities.
It does mean that judgement needs to be applied in holding the
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balarce between the reed to ensure that all material matters are
disclosed and the need to avoid canfusing users by the provisian of 100
much detail. Understandability calls for the provision, in the clearsst
possible form, of all the information which the reasonably instiructed
reader can make use of and the parallel presentation of the mamn
features for the use of the less sophisticated

3.6 Theinformation presented should be reliable in that users should
be able ta assess what degree of confidence may be reposed in it The
credibility of the information contained in carporate reports s enhanced
ifitis independently verdied although in certain circumstances it may
be usetul for an entity to supply infarmatian which 1§ not verifiable in
this weay

3.7 The.information presented should be complete in that it provides
users, as far as possible, with a rounded picture of the economic
activities of the reporting entity, Since this is likely to be complex it
fallows that corporate reports as we define them are likely to be
cempiex rather than simple documenis,

3.8 Theinfarmation presented should be ohjective or unbiased i that
it should meet all proper user needs and neutral in that the parception
of the measurer should not be biased towards the interest of any ane
user group. This implies the need for reporting standards which are
themselves neutral as between competing interests.

3.9 The infarmation presented should be trmely in the sense that the
date of its publication should be reasonably soan after the end of the
period to which 1t relates so that it contributes meaningfil new
information about the entity and in the sense that corporate reports are
maore ugeful if they contain up to date measures of value,

3.10 The information should te expressed in terms which enable the
user to compare the entity's results over time and wath other similar
entities. Consistency in the application of accounting cancepts and
palicies s one means of achieving comparabi lity. particularly for the
comparison of the entity against iself. But consistency is a desirable
charactenstic only to the extent that it contributes to comparability

and understandability It is recognised that an unthinkingly mechanical
applieation of generally accepted standards does not inevitably

produce a fair presentation
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Limitations on disclosure

3.11 While a basic premise of this discussion Paper is that anly
entines of a certain size gr format have a responsitulity to publish
corparale reports {paragraph 1.2). our statement of the fundamental
objective will generally apply to all corporate reports, whoever the
reporting entity and whatever the reason for Publication, However. our
suggestions for provision of new informatian which follow in sectign
Six do not apply equally to all

3.12 We consider that smaller entities (those below Our suggested
thresholds of significance in appendix |) who choose or are cbliged 1o
publish financial 'eports should be allowed a lesser degree of
disclasure. Three reasons for this ara
(a} While EVEIY ecanomic entity, ragardless of size has, like
individuals, a responsibility 1o the community which allows its
existence and which it serves, the ecanomic and social importance
and impact of its actvities will narmally be greater the larger its size.
(b) The proprietars or managers of small entities tend 1a be more
gasily accessible 1o employees, customers, and the public than is the
case with larger economic entites. Lines of communication are able
1o function without the same need for farmalisation imposed-on
larger eoncerns.
{c) There 1s the practical consideration that the time and money cost
tosmall entities of disclosing information of the type we 5uggest is
disproportionate and very likaly 1o outweigh the possible berefits to
report users,

3.13 We have not caonsidered in detail the degree of disclosura
appropriate to the corporate reports of entities falling below our size
tests. But we do believe there are disclosure considerations appraprate
to all corporate reports ansing from:
14} The need to make such reparts conform to the characteristics
of relevarice, understandability, reliability, completeness,
objectiveness, timeliness and comparability discussed earlier in
Raragraphs 3.3 to 3.10
(b) Practical considerations In¢luding the rieed to balance user
needs and interests.

314 |f corporate reparts are to possass the characteristics listed above
it follows that they should give fecognition to economig substance in
preference to legal and technical form, should not contain irrelevant
infarmation or be unrehable. misieading, Incemplete, biased,
Inconsistent or out of date
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315 Practical considerations which call for judgement te be
exercised include cost and confidentiality. The interests af users |n
general will not be served if costs are incurred in the collection and
dissamination of informanian which are out of propartion 1o the likely
benefits to users. Likewise he Interests of users in general are Lnlikely
to be served if information is pubilished which is against the natianal
interest or seripusly prejudicial 1o the continued existence of the
reparting entity

Summary of section three

3,16 Inour view the fundamental objective of corporate reports
is to communicate economic measurements of and
information about the resources and performance of the
reporting entity useful to those having reasonable rights to
such information. To fulfil this objective we canclude that

corporale reports should be relevant, understandable, reliable, completa,
abjective, imely and comparable,

3.17 This fundamental oBjective will apply 1o all corporata reports,
whoever the feporting entity and whatever the reason for publicatiaon
However. the degree of disclosure SRpropnate in each particular cage
will be limited by practical considerations of cost and confidantialiy
and by the need to armive at a balance which will imbue corporate
reports with the desired characteristics outhned above and the nead
1o serve, as far as possible, the aeneral interests of all users
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Section four

Review of the present state of corporate reporting
The conventional view

4.1 The conventional view of the aim of published financial reports was
expressed in Recommendation N15 issued by the Institute of

Chartered Accountants in England and Wales in 1952 (withdrawn in
1974). This stated - ‘The pnmary purpose of the annual sccounts of a
husiness is to present information to the proprietars, showing how their
funds have been utilised and the profits derived from such use.’

8.2 This statement was no doubt carrect at its ime of issue, but with
the passage of time it has become increasingly clear thatitis
incomplete and unsympathetic 1o modern needs. The object of this
discussion paper is to suggest the general concepts which should
underlie modern financial reporting and to point the new directions in
which we think corporate reports should be developing.

Features of corporate reports of companies

4.3 At the time the warking party started work in October 1974,

published financial statements of UK Companies had five principal

features. These were:
{a} They cansisted essentially of a ditectors’ report, balance sheet,
profit and loss account, and notes thereto. Apart from the Accounting
Standards Steering Committee’s propasal (since approved) that
sources and application of funds statements should be published,
this format had been wirtually unchanged for a quarter of a century.
(k) They were based yenarally on historical cost figures even though
the effects of inflation invalidated the use, over ime. of unadjusted
pounds as a standard unit of measurement, Some companies
periodically updated the balance sheet value of fixed assets such as
property to current market values, although this was not a universal
practice. The 1967 Comparies Actintroduced a requirement that the
directors’ report should note the market value of interests in land
where tiese. in the apinion of the directors, differed substantially and
significantly from the balance sheet figure.
(e] They were concerned almest wholly with items and events which
could be-quantified in financial terms,
{d) They were cancerned with guantifying and highlighting
distributable profit for the year as one identifiable and absolute
amount. Although recent business liguidity prablems had re- focusea

A




users attention an the balance sheet, that statement comprised
balances which were largely the residue of profit caleulations

(&) They were concerned first and foremost with the financial claims
of shareholders and creditors.

4.4 Annual corporate reports, which include financial statemants. had
the following addivonal charactenstos |
ta) They were produced in many forms. There was wirtually no limit
1o the quantity of infermation which could be disclosed if so wishad
by the reporting arganisation and few rules concerring presentation
Corporate reports may or may not have contained narrative
explanations of actvities, including a charman's reporn 1o
sharehalders, and supplementary pictanal or dagrarmmatical
information,
(b) They contained both audited and unaudited information which
often was not clearly segregatad (although the auditor's report
would have referred anly 1o speaific sections and pages of the repart)
The tendency over recent years had been for an increase in the
quantity of unaudited information presented.
{c) They were the most comprahensive and wigely circulated
documents published by listed companies,

4.5 The features of financial statemants we have descnbed arose
largely as the result of legal requirements imposed in response 1o
changing needs in the business sector The law lays down minimum
reporting requirements and. until recently, most companies have chosen
not 1o go beyond these. Within the last few years however the work of
the Accounting Standards Steering Committee has resulted in advances
in accounting and disclosure pracuces

4.6 The additional features of annual corporate reparts have developed
more recently as the public relations value of such reports has become
recognised.

Corporate reports of entities other than companies

4,7 Atthe present ume not all entities are compelled (or choose)

to publish corparate reports or financial statements. The requirement
1o publish stems from the legal constitution of reporting entities rather
than from any cansideration of their size or activity. For example,
business enterprisas are not required to publish financial statements
unless they have sought the legal protection of limited liability. In most
cases existing law links the right to infarmation to a diract interest or
praperty right in the reparting entity.
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4.8 Types of entinas which are required 1o publish reports in some
form include (other than limited companies) commercially orientated
public sector organisations, gavernment departments (which report to
Parliament). local suthornties, chanpes, trade and protessional
organisations, trade unions and building and friendly societies. In
genera| the financial statements of such entities (which may or may
not be presented as an integral part of a corporate report) tend to be

(a) Concerned with reporting income and expenditure {although

not prafit excepnt in the case of commercially orentated

orgarmisations) and financial position.

(b} Based on histonical cost figures.

{c) Concerned with items and events which can be guantified in

financial terms.

4.9 [tis nat unusual for public sector entities to publish budgets and
forecasts (although these are not always subsequently compared in
published reports with the outcome of actual events). Public sector
entities also tend to rely mare than their private sector countarpars

on the Press for the dissemination of financial statement infarmation.
(for example by admitting the Press and the public to meetings) rather
than direct ciculation of printed statements 1o users.

4.10 In both private and public sectors minimum reporting
reguirements are specified by law.

Company Law

4,11 Company law as it affects business enterprises has been
concerned cverwhelmingly with the protection of shareholders’ and
craditors' rights and praperty. Forexample in 1886 the Institute af
Chartered Accountants in England and Wales was given counsel's
opinion that in law the object of annual accounts 1s 1o assist
shareholders in exercising thewr contral of the company by enabling
them to judge how ts affairs have heen conducted. Whilst this may be
an accurate representation of the legal position our discussion paper
deals with wider issues,

4.12 The main reporting requirements of the Companies Acts are that
directors lay before members in ganeral meatings the balance sheat,
profit and loss account and directors’ report and auditor’s report (sach
containing the informauon specified by statute) and that copies of the
same be annexed to the annual returns that must be filed with the
Registrar of Companies.
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4.13 In general the law has required a lesser degree of disclosure for
smaller concerns. For example. the 1967 Companies Act which
abandoned the cancept of axempt private companies, refrained from
requiring the smallest companies to disclose turnover. directors’
remuneration and employee information.

Other private sector entities

4,14 The trustees of pension schemas, and charitable and other Tusis
are generally required 1o apply their assets and 1o report In accordance
with the terms of the trust, Under general trust law trustees have an
obligation to the baneficiaries of their trust wha may reguire an account
of the conduct of the trust, Trustees of charitles have an obligation 10
repori. 1n the prescribed form, to the Chanty Commissioners at their
raquest or, in certain circumstances. annually.

4.15 Most other types of econamic entity, for example trade and
professional associations. trade unions and friendly societies
have a legal obligation to report to their members. Many are
reguired to file accounts with appropriate government.-agencies.

Local authorities

416 Local authonties are required to make available for inspection by
the public abstracts of audited accounts. In addition each local
authority levying rates must give, on every rate demand, specified
information including an analysis of the rate in the pound |evied

417 In addition, any local gavernment elector has the nght to inspect
documents, including minutes of meetings of his authority, Moreover,
the Public Bodies {Admission to Meetings) Act 1960 as amended lays
down the principle that meetings of local authorities, water authorites,
regional heelth authoribies. area health authorities and community

health councils shall be apen to the public and to reporters

Newspapers and news agencies have statutory nghts To receive advance
copies of the agenda for meetings and supporing documents.

Central government

418 For central government the Treasury is required to prepare for
gach financial year accounts of the transactions of the Consclidated
Fund and of the National Loans Fund, together with statements of
additional information regarding the transactions, assets and liabilines
of the tweo funds. Both sets of infarmation are presented 1o Parliament
Additionally there are services outaide the 'supply’ (ordinary annual
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expenditure) system and in such cases, Parliament may establish a
statutory fund whose accounts are presented 1o Parliament as ‘White
Papar accounts. Instances are the National Insurance Fund and the
Redundancy Fund. Appropriate organisations. such as the Roval
Ordnance Factories, may be accorded “Trading Fund’ status and
commercial accounting practices adoprad.

Other public sector organisations

419 For each of the commercially oriented public sector organisations
such as electricity, gas. passenger transport and water, the general
statutory requirement is 1o prepare in respect of each financial vear a
statement of accounts in a form prescribed by the appropriate Minister.
This statement, together with the auditar’s report, must be sent to the
Minister, a copy laid before Parliament, and copies made available to
the public at a reasonable price.

4.20 Much more detailed requirements are imposed on the constituent
bodies of the health service, which is wholly financed by the central
government, and on the New Town Development Corporations,
although the degree of public reporting by thess organisationsis

limited. In the health service, annual financial reparts (including accounts
and unit costs) must be made to the Secretary of State. New Town
Development Corpotations are required to keep accounts and records in
prescribed form and a detailed managemeant accounting system (s in
operation,

Social and industrial developments

4.21 A dramatic increase in economic activity combined with & period
of technological innovation and change has occurred during the |ast
30 years. The complexity of modern business enterprises and publie
utility services has brought a growing awareness of the mutual
inter-dependence of all sections of the community and is reflected by a
change in balance between the cwners of businesses. employees and
1o a lesser extent customers and the public acting as members of
organised groups. Government, through legislation, through
nationalised industries and because of its growing economic pOwWer,
has come to take a more active role in business affairs. Not all these
developments are vet reflected fully in legal reporting requirerments and
#ccounting practices,

4.22 Despite improving means of communication there 1s much
misunderstanding of the role business enterprises play in modern
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society and parucularly ol the funcnan of piofits. There s a growing
need to find new ways of expressing the importance and
communicatng the contnbution of business operations 1o the
BCONOMY

4.23 The company law assumption that individual shareholdars

jaintly exercise effective control over their company does not abways
obtain in practice. Individuals increasingly tend 1o cwn interests ir
comparies through investments in pension funds, insurance and
investment schemes and other such newer arganisational groupmgs of
potential power Except on rare cecasions such as take-gvers individual
shareholders tend 1o exercise control, if at all, at second hand thraugh
decisions 10 buy, hold or sell investments

Enterprise objectives

4.24 Itis along held view that tha objective of business anlerpnses is
to earn profits. In the past the emphasis has been placed upon Barming
profits for the benefit of owners

4.25 Asnoted, in law business enterprises which are incorporated as
limited liability companies are expected to have regard primarily to the
interests of their members, But in practice business Enterprises
currently recognise wider responsibilities.

4.26 A CBI report "The responsibilities of the British Public Company’,
published in 1973, stated : "W think that the governmenit might
consider, as part of their doctrine of wider disclosure, a general
lagisiative encouragement for companies: “to recognise duties and
obligations (within the context of the objects far which the company
was established) arising fram the company's relationship with ereditors,
suppliers, customers. employees and soclety at large . and in so doing 1c
exercise their best jJudgement to strike a bialarice batwean the interests
of the aforementioned groups and between the interests of those groups
and the interasts of the proprietors of the company™

4.27 We have conducted a survey of corporate objectives amongst the
chairmen of 300 of the largest United Kingdam listed companies. Of the
166 replies. 68% linked primary objectives to profits. 23% of the 101zl
number of respondents (and included in the 58% above) narrowed this
to profits available for distrbution to shareholdars. The majority of
companies recognised a responsibility to employees (71%). to
shareholders (69%) and 1o customers (53%) (see appendix 4]
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